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What GAO Found

BPA has advantages that have typically enabled it to sell electric power to its
customers—primarily public utilities—at lower prices than other sellers in
the Pacific Northwest. Most importantly, BPA sells power produced by the
federal power system, which includes 31 hydroelectric dams that generally
have lower costs as compared with other power sources. However, BPA
also has disadvantages that potentially increase its costs. Specifically, BPA
is required by law to meet the demands of utilities in the region, even if those
demands exceed the production capacity of the federal power system. This
open-ended requirement has at times required BPA to purchase additional
power at relatively high prices. BPA has other costly obligations as well,
including providing financial benefits to investor-owned utilities and
protecting fish and wildlife that increase its costs relative to competing
sources of electricity.

BPA’s open-ended obligation to provide power to the region is the major
cause of its recent cost increases. This obligation led to cost increases as
BPA purchased large amounts of relatively expensive power to meet rising
demand. BPA'’s rate structure also contributed to increased demand and
increased costs, because it did not reflect BPA’s incremental costs of
acquiring additional power and therefore did not give customers adequate
incentives to conserve or seek power from alternative sources. In addition,
drought and other factors have also increased BPA’s costs in recent years.

BPA has not resolved problems associated with its open-ended obligation to
be the net provider of wholesale electricity in the region—the major cause of
its recent cost increases. BPA officials intend to resolve this problem by
seeking agreement with BPA’s customers to limit its commitment to provide
power. BPA proposes to establish the amount of power each customer is
able to buy at its lowest cost-based rate and is considering charging
incremental rates for any power it sells beyond this amount. However, BPA
has not clearly defined the limits for its commitments or how it would
implement incremental rates. Whether this approach ultimately will be
adopted is also unclear; BPA had similar plans in the late 1990s but did not
implement them because of pressure from customers to serve more demand.
In the meantime, BPA has taken positive steps to centralize its risk
management process to better control costs. However, BPA’s plan outlining
its new approach does not contain some key elements to successful
implementation, including details on specific activities, resources, and time
frames needed to implement the plan.
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The Bonneville Power Administration (BPA), which markets about 45
percent of all electric power consumed in the Pacific Northwest, has
experienced significant financial problems over the past few years. BPA’s
core business of selling power lost more than $300 million each year in
fiscal years 2001 and 2002, primarily as a result of increased costs. As a
result, its cash reserves of $811 million at the end of fiscal year 2000 had
fallen to $188 million by the end of fiscal year 2002. In February 2003, BPA
announced that it had an estimated 74 percent chance of missing its
repayment of Treasury debt that year. These difficulties have necessitated
increases totaling more than 40 percent in the rates BPA charges its
customers for power since October 2001. In large part because of these
increased rates and, consequently, greater revenues, BPA’s financial
condition has recently improved. BPA made its Treasury debt payment in
2003, and its cash reserves have risen above $500 million. However, BPA
has stated that its financial health is still far from robust, and BPA’s ability
to manage its costs and risks has come under scrutiny from customers and
stakeholders.

BPA was formed in 1937 to market electric power produced by the
Bonneville Dam to the Pacific Northwest. BPA’s marketing responsibilities
have since broadened to include power from 31 federally owned
hydroelectric projects, most located in the Columbia River Basin. BPA
also markets power from one nonfederal nuclear plant. The 31 federal
dams along with the nonfederal nuclear plant are collectively referred to in
this report as the federal power system. While BPA markets the power
produced, other entities are responsible for operating the system—the
Army Corps of Engineers and the Bureau of Reclamation operate the
hydroelectric dams; and Energy Northwest, a consortium of utilities,
operates the nuclear plant. The dams in the federal power system are
operated for flood control, irrigation, navigation, and recreational benefits
as well as for the production of hydroelectric power. In addition, the river
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system is home to many species of fish and wildlife, including some
protected by the Endangered Species Act.

BPA sells some of the power from the federal power system, at cost-based
rates designed to recover BPA'’s full costs, via long-term contracts with its
customers in the Pacific Northwest—primarily public utilities and large
industrial facilities such as aluminum smelters in Idaho, Montana, Oregon,
and Washington. BPA distributes this power to its customers largely on
transmission lines that BPA owns and operates, which account for more
than 75 percent of the region’s transmission lines. When the federal power
system generates more power than BPA has committed to provide its
customers at its cost-based rates—for example, when spring run-off allows
large volumes of hydroelectricity to be generated—BPA sells this surplus
or “secondary” power to utilities and other entities in the Pacific
Northwest and other western states. However, at times when the
electricity generation of the federal power system is insufficient to meet
BPA’s commitments to its customers, BPA purchases or otherwise
acquires power from other generators to make up the difference. Because
of the variability in the amount of water resources and therefore available
power, BPA generally considers, for planning purposes, the “firm” output
of the federal power system to be only the amount of power that can be
produced in a low or “critical” water year."

BPA is one of four power marketing administrations within the U.S.
Department of Energy.” Unlike the other power marketing administrations,
BPA does not receive annual appropriations from Congress; instead, BPA
is a self-financing agency whose revenues are generated through its sale of
power and transmission services. In the past, federal money was
appropriated to construct the generating and transmission projects from
which BPA markets power, and BPA currently repays these appropriations
on an annual basis. As of September 30, 2003, the outstanding balance of
BPA'’s appropriated debt was about $4.7 billion. BPA also has authority to
borrow up to an additional $4.45 billion from the Treasury on an ongoing
basis; as of September 30, 2003, BPA had about $2.7 billion of additional
Treasury debt.

'A critical water year is a year in which the annual runoff in the Columbia River Basin is
equivalent to the amount recorded in 1937, one of the lowest on record.

®The others are the Southeastern Power Administration, the Southwestern Power
Administration, and the Western Area Power Administration.
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With the passage of the Pacific Northwest Electric Power Planning and
Conservation Act of 1980 (Northwest Power Act), BPA’s role in the region
expanded in scope. For example, under the Northwest Power Act, BPA
became responsible for ensuring an adequate, efficient, economical, and
reliable power supply for the Pacific Northwest, which required BPA to
address growing demand in the region—something BPA had previously
not been required to do. In addition to its obligations to market and
distribute power, the Northwest Power Act, along with various other
statutes, treaties, and court cases, also requires BPA to “protect, mitigate,
and enhance fish and wildlife” resources affected by the federal power
system. BPA is also required under the Northwest Power Act to provide
benefits to residential and small-farm customers of investor-owned
utilities—these benefits have generally taken the form of financial
payments. The restructuring of national wholesale electricity markets that
began in the 1990s also changed the competitive environment in which
BPA operates. Specifically, restructuring has created an environment with
a greater degree of competition among generators and marketers of
wholesale electricity.

In light of BPA’s recent financial difficulties and cost increases, you asked
us to determine (1) the advantages and disadvantages BPA faces in
marketing electric power in a more competitive environment, (2) the
major causes of BPA’s recent cost increases, and (3) the extent to which
BPA is taking actions to control its costs. To answer our first objective, we
reviewed BPA documents and historical data, as well as studies and
position papers by industry experts. In addition, we analyzed historical
data on costs, regional and national power prices, and power production
at the federal hydroelectric dams. To answer our second and third
objectives, we reviewed BPA documents related to costs, revenues, risk
management practices, and rate-setting policies, as well as studies and
position papers by industry experts. Unless otherwise noted, the financial
data we obtained refer to BPA’s power business (i.e., the expenses and
revenues embodied in its power rates). We also interviewed BPA officials
and collected views from BPA’s customers and stakeholders, including
groups that focus on fish and wildlife issues. In addition, we analyzed cost
and rate data from BPA. Finally, we interviewed officials from the U.S.
Army Corps of Engineers, one of the agencies that operate the dams of the
federal power system. We focused our review on the group within BPA
that is responsible for marketing power from the federal power system,
and on its costs in the current rate period, which began in fiscal year 2002.
We tested the reliability of data on generation costs in the Pacific
Northwest, and on BPA’s costs and rates, and found them to be adequate
to answer the objectives of this report.
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Results in Brief

We conducted our review from August 2003 through April 2004 in
accordance with generally accepted government auditing standards. For a
more detailed discussion of the scope and methodology of our review, see
appendix I.

BPA has inherent advantages that have generally enabled it to sell power
at lower prices than other sellers of wholesale power in the Pacific
Northwest. BPA’s most important competitive advantage is that it markets
electricity produced primarily at hydroelectric dams in the federal power
system, which generally have lower costs, as compared with power
produced by other sources. In addition, as a federal agency, BPA enjoys
financial advantages such as access to federally financed debt, which
generally offers lower interest rates than those available to private-sector
entities. However, unlike other sellers of wholesale power, BPA has open-
ended obligations to provide power and other benefits to its customers
and others in the Pacific Northwest that increase its costs. In particular,
unlike the other power marketing administrations, BPA is required by its
governing statutes to serve the “net” demand of utilities in the region (that
is, the demand that these utilities cannot meet with their own generation
resources) when requested. Over time, this open-ended requirement has
increased the demands on BPA'’s finite resources; and at times, BPA has
purchased power from other sources to augment the generation resources
of the federal power system. Other statutory obligations that increase
BPA’s costs relative to some of its competitors include providing financial
benefits to certain customers of regional investor-owned utilities and
protecting fish and wildlife. Regarding financial benefits to residential and
small-farm customers of the region’s investor-owned utilities, BPA is
required to provide these benefits to off-set the higher prices that—for
historical reasons—these customers generally pay for power, as compared
with public utility customers. Regarding fish and wildlife protection, BPA
is the sole source of funding for the Northwest Power and Conservation
Council—a regional agency established by the Northwest Power Act to
balance the Northwest’s environment and energy needs, including
developing a program to protect and rebuild fish and wildlife populations
affected by hydropower development in the Columbia River Basin. In
addition, the multiple-use nature of the dams in the federal power system
constrains the amount of power that BPA can sell. For example, water
diverted for irrigation purposes is generally unavailable for generating
electricity. These open-ended obligations and constraints on the
generation of power have increased pressure on BPA over time and
contributed to increases in BPA’s costs relative to the costs of competing
sources of power. Specifically, BPA’s costs—as reflected in its cost-based

Page 4 GAO-04-694 Bonneville Power Administration



rates—more than doubled in the 30 years between fiscal years 1972
through 2001, when adjusted for inflation, while the average costs of some
other sources of power fell. By 1995, as BPA reported in its 1995 Business
Plan, for the first time in its history, BPA’s rates had risen to the level of
the costs of other sources of generation—namely gas-fired electricity
generators.

BPA’s open-ended obligation to be the net provider of wholesale power to
the region is the major cause of its recent cost increases. This obligation
led to BPA’s overcommitment to provide power to its customers in the
current rate period—from fiscal years 2002 to 2006—and consequently, to
BPA’s cost increases as it purchased large amounts of power at average
prices much higher than the costs of the federal power system. The
demand from BPA’s public utility customers in the current rate period
increased by more than 50 percent over the previous rate period—a
demand that BPA is statutorily required to serve. BPA also agreed to
provide power to investor-owned utilities and large industrial customers,
although BPA was not statutorily required to do so. To meet this increased
level of demand, BPA spent approximately $900 million in fiscal year 2002
and $760 million in fiscal year 2003, necessitating a rate increase of more
than 40 percent for the majority of BPA’s customers. BPA’s rate structure
also contributed to the increase in demand and increased costs, because
BPA did not charge incremental rates equal to its costs of acquiring
additional power and therefore did not give customers adequate incentives
to conserve or seek power from alternative sources. In addition, drought
conditions and other factors have also increased BPA’s costs in recent
years.

BPA has not resolved problems associated with its open-ended obligation
to be the net provider of wholesale electricity in the region—the major
cause of its recent cost increases. While BPA has issued a draft strategic
plan that includes an objective of clarifying how much power it will
provide to its customers, and at what price, starting in fiscal year 2007, this
plan lacks specificity. According to its plan, BPA will contractually set the
amount of power each customer is able to buy at BPA’s lowest cost-based
rate. BPA’s plan also states that BPA will consider using incremental rates’
to define pricing and terms for supply beyond this amount of power.

’BPA has generally used the term “tiered rates” to describe the rate design that
differentiates between a rate that applies to sales at the lowest embedded-cost rate and a
rate that applies to sales beyond that amount.
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However, BPA’s plan does not specify the amount of power BPA will allow
its customers to buy at its lowest rate nor the specific manner in which
incremental rates will be charged. If the amount of power sold to
customers at its lowest rate exceeds the firm output of the federal power
system—the amount of power that can be generated during a critical
water year—BPA could still need to purchase power from other sources to
meet its commitments during low water years. Further, if the incremental
rates do not fully reflect BPA’s costs of acquiring any additional power it
sells, BPA’s customers will not have appropriate incentives to conserve or
seek alternative sources of power. Finally, whether BPA’s strategic plan
will ultimately be implemented remains unclear. BPA has not carried out
similar proposals made in the past—such as in the late 1990s, when a four-
state panel recommended that BPA limit its commitments to the firm
output of the federal power system and charge incremental rates to cover
its cost of acquiring any additional power. BPA officials said that BPA
ultimately declined to implement such an approach under strong regional
pressure from its customers to provide more power.

Regarding other costs, BPA has taken steps to reduce costs or control the
extent of future cost increases in the areas of power generation, fish and
wildlife programs, and internal operations. For example, BPA has reduced
funding in general areas such as travel, training, supplies, and staffing, as
compared with 2001 funding levels. In addition, BPA has taken steps to
centralize its risk management process to better control its costs. Among
other things, BPA has established a management plan outlining a new
approach to risk management and has hired a Chief Risk Officer. However,
BPA’s plan to date generally does not identify specific activities, resources,
and time frames for completing implementation of its new approach; and
this lack of specificity prevented us from reviewing the plan’s progress in a
meaningful way.

We are making four recommendations to BPA to ensure that the agency
can control costs of future power purchases and that it clarifies key
elements of the implementation of its new risk management process.
Specifically, we are recommending that BPA reduce its future risk of being
overcommitted by (1) defining rights to purchase the firm output of the
federal power system so that the amount of power that BPA sells at its
lowest, cost-based rate is equivalent to the firm output of the existing
federal power system, (2) charging incremental rates for any power sold
beyond this amount that reflect BPA’s cost of acquiring that power, and
(3) studying the feasibility of issuing a rule under the Administrative
Procedure Act to define the rights to purchase power and the terms of
incremental rates. We are also recommending that BPA identify specific
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Background

activities, resources, and time frames for implementing its risk
management initiatives. In commenting on a draft of this report, BPA
generally agreed with our findings and recommendations.

Although BPA is a self-funded agency, it has ongoing authority to borrow
from Treasury to fund capital expenditures and is repaying funds
appropriated in the past to finance the construction of dams and
generating and transmission facilities. According to the Northwest Power
Act, BPA’s revenues from selling power and transmission services must
cover its costs, which include repayment of its debt, interest, operating
and maintenance costs, and the cost of any power purchased for resale to
meet its customers’ needs, among other things. BPA’s current 5-year rates
include the ability to adjust rates in response to changing cost and revenue
conditions.

BPA’s customers include public utilities in the Pacific Northwest, as well
as a few aluminum companies and other large industrial customers,
known as direct service industries. BPA also provides power to some
investor-owned utilities in the Pacific Northwest. In addition, BPA sells or
exchanges power with utilities and power marketers in Canada and the
western United States. Preference—the opportunity to obtain first access
to BPA power—is defined by statute and gives priority to public utilities
and other public entities to ensure that the federal hydropower projects
are operated for the benefit of the general public, particularly residential
and rural customers. However, BPA’s nonpublic customers in the Pacific
Northwest have priority in access to BPA power over public utilities in
other parts of the country.

BPA sells power to its customers through two mechanisms. First, BPA
sells power through long-term contracts at cost-based rates that are
established in periodic rate cases, which have recently taken place every 5
years. The Federal Energy Regulatory Commission (FERC)—pursuant to
the Northwest Power Act—approves BPA’s rates after determining that
the rates BPA proposes for its firm power are sufficient to cover BPA’s
costs. Second, BPA often sells secondary power, defined as power
produced beyond the amount that BPA has committed to sell to its
customers at its cost-based rates. These secondary sales are often
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transacted at market-based prices.’ The time frames of these secondary
sales range from hourly to as much as 18 months in advance.

The amount of power produced by the federal power system is highly
variable, largely depending on prevailing water conditions. For example,
according to BPA, in the last 10 fiscal years, the annual runoff of the
Columbia River at The Dalles Dam has varied from a low of about 79
million acre-feet in fiscal year 2001 to a high of about 194 million acre-feet
in fiscal year 1997; and the amount of power generated by the federal
power system has varied from a low of about 7,300 average megawatts
(aMW) to a high of nearly 12,000 aMW.’ Since BPA’s revenues from
secondary sales depend on the amount of power produced by the federal
power system, these revenues are also highly variable. Because of this
inherent uncertainty about how much power BPA will have to sell in any
given year, BPA officials estimate for planning purposes that the firm
output of the federal power system is about 8,000 aMW.

To promote competition in wholesale electricity markets, the federal
government took several actions in the 1990s that affect BPA’s operations.
For example, in 1992, the Congress passed the Energy Policy Act,
authorizing FERC to require utilities, on a case-by-case basis, to allow
competitors to use their transmission lines for wholesale sales of
electricity. In 1996, FERC ordered that electric transmission systems be
opened to all qualified wholesale buyers and sellers of electricity. FERC
also required utilities to separate operations and management of their
generation and transmission businesses to prevent discriminatory
practices, such as denying competitors equal access to transmission lines.
While BPA’s transmission system is outside of FERC’s jurisdiction, BPA
voluntarily complied with key features of FERC’s orders. For example, in
1997, BPA split its operations into a Power Business Line and
Transmission Business Line. BPA took other actions to attempt to position

‘BPA sells secondary power at market prices, subject to a self-imposed average annual
price cap—this average annual price cap is determined by the cost to BPA of power
produced at the Energy Northwest operated nuclear plant. BPA may actually receive more
than this amount when it sells its power in a formal market and when the market-clearing
price exceeds BPA'’s self-imposed price cap.

’An acre-foot is the volume of water necessary to cover one acre to a depth of one foot and
is equivalent to 325,851 gallons. A watt-hour is a measurement equal to 1 watt of power
supplied to, or taken from, an electrical circuit steadily for 1 hour. A megawatt-hour is one
million watt-hours, or enough power to serve the needs of about 750 homes for 1 hour. An
aMW is equal to 8,760 megawatt-hours, or the average number of megawatt-hours over the
course of 1 year (i.e., 24 hours x 365 days x 1 megawatt).
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itself in the more competitive market that was emerging in the 1990s. For
example, in its 1995 Business Plan, BPA announced its intent to expand its
position in the wholesale electricity market. Responding to the increased
choices and falling prices that were available to its customers, BPA
planned to increase its long-term revenue by entering new markets with
new product lines. Specifically, the Business Plan proposed an Energy
Services Business Line to provide planning and analytic services to
customers and advocated increased spot-market power purchases to
provide it resource flexibility in a time of shifting demands and increasing
obligations to migrating salmon.

In the mid-1990s, wholesale power prices dropped in the Pacific
Northwest, and power marketers began to offer wholesale power prices
lower than the prices BPA charged its customers. BPA’s customers
responded by reducing their purchases of BPA power by about 1,800
aMW—a reduction in demand of almost 25 percent. Because of this drop
in demand from its customers, BPA became concerned that it would not
be able to sell its power at prices high enough to cover its costs. In
response to concerns about BPA’s competitiveness and to establish
regional consensus on BPA’s role in a competitive wholesale marketplace,
the governors of Idaho, Montana, Oregon, and Washington convened a
committee in 1996 representing BPA and its major customer and
stakeholder groups. The committee issued a report—known as the
Comprehensive Review of the Northwest Energy System—recommending
that BPA return to its historic role of marketing power from the federal
power system, rather than becoming an aggressive marketer of products
and services in the emerging competitive power market.® Accordingly, the
Comprehensive Review report recommended that BPA avoid acquiring
resources to meet load growth, except on a direct bilateral basis where the
customer takes on the risk, and that BPA manage and control its costs to
remain competitive.

After the low prices of the mid-1990s, Pacific Northwest electricity prices
became more volatile. Trends in Pacific Northwest wholesale electricity
prices are shown in figure 1. Average monthly wholesale electricity prices
increased somewhat in 1998 and 1999, as demand in the region grew while
little new generation capacity was added. In mid-2000, electricity prices in
California skyrocketed due in part to low water conditions that reduced

6Comprehem@ive Review of the Northwest Energy System—Final Report: Toward a
Competitive Electric Power Industry for the 21st Century, December 12, 1996.
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the total supply. Because hydroelectric power provides such a large part
of the total power supply in the region, low water years tend to cause high
prices due to the consequent reduction in the total supply of power.
Because California’s electricity market is integrated with the rest of the
western region, prices in the Pacific Northwest quickly followed
California’s lead and rose to unprecedented levels. Average wholesale
prices in the Pacific Northwest remained high until the summer of 2001.

Since then, prices have returned to levels similar to those seen in the late
1990s.

Figure 1: Average Monthly Prices for Wholesale Electricity in the Pacific Northwest,
1997-2003
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Source: GAO analysis of Platts’/RDI PowerDAT data.

Note: Wholesale electricity prices are expressed in dollars per megawatt-hour (MWh) and are not
adjusted for inflation. These prices are from the Mid-Columbia Hub and are representative of
wholesale electricity prices in the Pacific Northwest.
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Inherent Advantages
Help BPA to Provide
Low-Priced Power,

BPA has inherent advantages, including its access to power from the
federal power system, that have generally enabled it to provide power to
customers in the Pacific Northwest at prices lower than other sellers of
wholesale power. However, unlike other sellers of wholesale power, BPA
has open-ended obligations to provide power and other benefits to its

but Its Op en-ended customers and others in the Pacific Northwest that have increased BPA’s
Obligations Are a costs. In addition, the multiple-use nature of the dams in the federal power
.. system constrains the amount of power that BPA has available to sell.

Comp etitive These open-ended obligations and constraints have increased pressure on

Disadvantage BPA over time, engendering disputes in the region over the allocation of
the limited resources of the federal power system, and contributing to
increases in BPA’s costs relative to the costs of competing sources of
electricity.

BPA’s Access to BPA’s most important cost advantage is that power from the federal power

Hydroelectric Power and
Federal Financing Offer
Competitive Advantages

system is primarily produced at hydroelectric dams, which overall have
low costs. According to BPA data, hydroelectric generation has accounted
for more than 90 percent, on average, of the generation output of the
federal power system over the past 2 decades. Many of these hydroelectric
facilities were built decades ago and had relatively low construction costs
compared with newer generating facilities. In addition, these hydroelectric
facilities tend to have lower operating costs than other sources of
electricity that consume costly fossil or other fuels. As a result of these
advantages, hydroelectric power plants in the Pacific Northwest typically
produce power for less than $5 per MWh (as shown in fig. 2), compared
with the region’s coal and nuclear plants, which produce power for
between $15 to 20 per MWh, or combined cycle turbine facilities that burn
natural gas or oil, which produce power for more than $20 per MWh.
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Figure 2: Average Production Costs for Different Types of Generating Plants in
Idaho, Oregon, Washington, and Western Montana, 1996-2002

Dollars per megawatt-hour

$27.01

25

$19.12

20
$16.99

15

10

5 $3.21

Type of generation

I:I Combined-cycle turbine
I:I Nuclear

I:I Coal

- Hydroelectric

Source: GAO analysis of Platts’/RDI PowerDAT data.

Note: In inflation-adjusted dollars, base year 2003. Production costs are measured in dollars per
MWh and reflect data for the North American Electric Reliability Council’s Northwest Power Pool
subregion. Production costs reflect variable and fixed costs associated with a generating plant.
Source dataset does not have a value for nuclear generation in 2002. Combined cycle turbine
generators use natural gas or oil.

BPA also enjoys advantages related to financing due to its status as a
federal agency. BPA has access to federally financed debt, which generally
offers lower interest rates than those available to private-sector entities.
BPA’s federal financing is divided into two categories—appropriated debt
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and Treasury debt. Appropriated debt’ consists of appropriations received
by BPA and the generating agencies to construct the generating and
transmission projects from which BPA markets power. As of September
30, 2003, the outstanding balance of BPA’s appropriated debt was about
$4.7 billion. As a result of legislation passed in 1996, BPA’s appropriated
debt was restructured in 1997 to increase the interest rates to bring them
in line with the prevailing Treasury rates. However, the principal on this
debt was adjusted downward so that, except for the interest on the $100
million that BPA paid as part of the restructuring, the annual interest BPA
pays on the debt remains the same.?

In addition to its appropriated debt, BPA has authority to borrow from the
Treasury on an ongoing basis. BPA’s Treasury borrowing stems from
authority granted in the Federal Columbia River Transmission System Act
of 1974, as amended, which allows BPA to have up to $4.45 billion in
Treasury debt outstanding at any one time. The $4.45 billion consists of
two separate borrowing limits: $1.25 billion is reserved for conservation
and renewable resource loans and grants, and $3.2 billion for transmission
and other capital investments. This debt is issued at market interest rates
that are comparable to other government agency obligations, and these
rates are higher than Treasury rates. As of September 30, 2003, BPA had
about $2.7 billion of debt held by the Treasury. As BPA pays off debt, it has
greater funds available for future borrowing.

BPA’s status as a federal agency also has conferred advantages in securing
financing from the private sector. BPA does not have authority to borrow
directly from nonfederal sources, but BPA has secured private sector
financing by taking responsibility for the debt of other entities. For
example, BPA is responsible for the debt service of bonds issued by
Energy Northwest, a consortium of public utilities, to build three nuclear
plants, only one of which is currently operating. While the federal
government explicitly does not guarantee Energy Northwest bonds,
Moody’s Investors Service views them as having an implicit federal
guarantee. In addition, Moody’s Investors Service and Fitch Ratings give

"We refer to this as appropriated debt because BPA is required to repay appropriations
used for capital investments, with interest. However, these reimbursable appropriations are
not technically considered lending by the Treasury.

8At the time this debt was restructured, BPA’s appropriated debt of $6.85 billion carried a
weighted-average interest rate of about 3.5 percent. Effective the first day of fiscal year
1997, the principal of the outstanding debt was reduced to an estimated $4.29 billion and
the associated interest rate was increased to 7.1 percent.
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credit strength to BPA’s ties to the federal government. Thus, the interest
that BPA pays on Energy Northwest bonds is lower than would be paid
without BPA'’s ties to the federal government.

As aresult of BPA’s inherent cost advantages, it generally has been able to
sell electricity at lower wholesale prices than other major investor-owned
utilities in the Pacific Northwest, as shown in figure 3.

|
Figure 3: Average Wholesale Prices for Electricity Sold by BPA and the Five Largest
Investor-Owned Utilities in the Pacific Northwest, 1996-2002°
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—  BPA average wholesale price (2.86 cents per kilowatt-hour),1996-2002
Source: GAO analysis of Energy Information Administration data.
Note: Prices are given in inflation-adjusted dollars, base year 2003.
*Average wholesale prices are expressed in cents per kilowatt-hour, where a kilowatt-hour is equal to
one thousand watt-hours. Average wholesale prices are calculated by dividing a utility’s total revenue
from power sales by the total amount of power it sold. The resulting weighted average may not

represent the actual price paid by any particular customer, but it reflects the average annual prices
paid by customers as a group.

BPA’s advantages contribute significantly to the relatively low retail price
of electricity sold in the Pacific Northwest. Because BPA sells about 45
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percent of all the electricity used in the Pacific Northwest, its wholesale
prices play a large role in determining the average retail price of electricity
throughout the Pacific Northwest. As shown in figure 4, the average retail
price of electricity (as expressed in average revenue per kilowatthour) in
states in the Pacific Northwest is generally lower than electricity sold in
much of the rest of the United States. While the nationwide average retail
price of electricity from 1996 to 2002 was 7.41 cents per kilowatthour,
Washington state’s average price of electricity over this period was 4.81
cents per kilowatthour, Oregon’s was 5.46 cents per kilowatthour, Idaho’s
was 4.63 cents per kilowatthour, and Montana’s was 5.61 cents per
kilowatthour.’

9Figures are presented in constant dollars using 2003 as the base year.
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Figure 4: Average Retail Prices of Electricity, 1996-2002
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Source: GAO analysis of Energy Information Administration data.

Note: Prices are given in inflation-adjusted dollars, base year 2003, and have been rounded to
hundredths of a cent per kilowatt-hour. Average retail prices are expressed in cents per kilowatt-hour,
calculated by dividing total revenue from power sales by the total amount of power sold in a state.
The resulting weighted average may not represent the actual price paid by any particular customer,
but reflects the average annual prices paid by customers as a group.
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BPA Has Competitive
Disadvantages That
Increase Its Costs

BPA also has competitive disadvantages—stemming mainly from statutory
obligations—that increase its costs relative to other sellers of wholesale
power. Most importantly, unlike other power marketing administrations,
BPA has a legislative mandate under the Northwest Power Act to be the
“net provider” of wholesale electricity in the region—i.e., BPA must meet
the power needs of all utilities in the region to the extent that the utilities’
own generating resources are insufficient to meet the demand of their
retail customers. If a utility requests power from BPA, BPA must provide
this power regardless of whether its own generating resources are
sufficient to meet the demand.

Past attempts by BPA to meet growing regional demand have led to
significant cost increases that BPA has had to cover in its power rates. For
example, in the early 1970s, BPA entered into financing agreements with
Energy Northwest to acquire the generating capability of three nonfederal
nuclear power plants."” Later, a variety of events, including construction
cost overruns and lower-than-estimated power demand growth, made it
clear that some of these plants would not be economical to complete or
operate. Accordingly, construction was halted on two of these plants. As a
result, BPA is currently responsible for about $3.8 billion in nonfederal
debt associated with two nonoperating nuclear plants, along with $2.2
billion in nonfederal debt for the one operating nuclear plant, the
Columbia Generating Station. Servicing the debt related to the
nonoperating plants that don’t generate any revenue to help offset this
cost has raised BPA’s average costs significantly, requiring BPA to charge
more for its power sales. In 1994, BPA again tried to expand the capacity
of the federal power system by entering into a financing agreement to
acquire the capacity of a proposed nonfederal gas-fired power plant for a
20-year period. Later, as wholesale market prices for power fell, some of
BPA’s customers reduced their demand for BPA power, and BPA found
that it did not need the power from the gas-fired plant. BPA then breached
its contract, which cost the agency over $280 million in net settlement

payments.

Under the requirements of the Northwest Power Act, BPA also provides
financial payments to some of its customers in lieu of providing power

At the time these agreements were made, Energy Northwest was known as Washington
Public Power Supply System, a joint operating agency in the state of Washington made up
of representatives of public utility districts and municipalities. Under these agreements,
BPA contracted to pay all or part of the annual project budgets, including debt service,
whether or not the projects were completed.
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through a program called “residential exchange.” The residential exchange
program is designed to share the benefits of low-cost power from the
federal power system with residential and small-farm customers of
investor-owned utilities." Because investor-owned utilities in the Pacific
Northwest have typically had higher costs than the region’s public utilities,
the residential exchange program attempts to compensate for the
difference and reduce the prices paid by the investor-owned utilities’ retail
customers by making financial payments to the investor-owned utilities.
The size of these payments is determined by comparing an investor-owned
utility’s average cost of producing power to the rates BPA charges its
public utility customers, with BPA making up the difference. Between
fiscal years 1982 and 2003, BPA’s financial records show that the annual
cost of the program has averaged about $210 million."”

The Northwest Power Act also requires BPA—along with the other federal
agencies responsible for managing, operating, or regulating hydroelectric
facilities in the Columbia River Basin—"to protect, mitigate, and enhance
fish and wildlife” resources impacted by the development and operation of
those facilities. Under the Act, BPA is required to implement and fund
measures supporting fish and wildlife in a manner consistent with the
program developed by the Northwest Power and Conservation Council—a
regional agency established by the Northwest Power Act to balance the
Northwest’s environment and energy needs, including developing a
program to protect and rebuild fish and wildlife populations affected by
hydropower development in the Columbia River Basin. BPA must also
implement and fund actions contained in the biological opinions directed
at avoiding jeopardy to and recovering the 14 Columbia River Basin fish
populations listed as threatened or endangered under the Endangered
Species Act. Because BPA is the primary source of funding for the
Northwest Power and Conservation Council’s program and for the
implementation of the actions contained in the biological opinions, BPA’s
costs are impacted by the costs of protecting fish and wildlife to a greater
degree than some of its competitors. BPA financial records show that
between fiscal years 1985 and 2003, BPA’s costs to implement these

"Some public utilities also can receive payments under this program, but the cost to BPA is
much smaller, averaging less than $23 million annually (in 2003 dollars) from 1982 to 2003.

12Average costs are in constant dollars, base year 2003. In 2002, BPA began providing
payments and power to investor-owned utilities under a settlement agreement rather than
under the residential exchange provisions of the Northwest Power Act. The $210 million
average includes these costs.
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actions have increased on an annual basis, from about $85 million in 1985
to about $256 million in 2003, in 2003 dollars. BPA’s total spending on
these programs during the same period was over $3.3 billion. (For more
detailed information on the growth in BPA’s program spending on fish and
wildlife from 1985 through 2003, see app. II.)

In addition, the multiple-use nature of the dams in the federal power
system can reduce the amount of power that BPA has available to sell,
which increases BPA’s average costs of providing power. In addition to
generating power, the dams of the federal power system are also operated
for the protection of fish and wildlife, flood control, irrigation, navigation,
and recreational benefits. These other uses change the timing and amount
of the water flow, which in turn can reduce the total amount of power that
the federal power system produces—and therefore, the amount of power
that BPA has to market. For example, to fulfill the obligations of the
Northwest Power Act and the Endangered Species Act, water is released
from storage reservoirs in the Columbia River Basin to aid migrating
salmon and steelhead, including many threatened or endangered fish
populations. Water releases for fish migration can generate power, but
such releases typically occur during springtime when water flows are
already high and, consequently, power prices are low. As a result of these
releases, less water is retained behind the dams to be released later to
generate power when prices are higher. In addition, water is sometimes
spilled without generating electricity to aid fish migration instead of being
sent through the dams’ turbines to generate power. As a result of these
constraints on power production at the federal dams, BPA must at times
purchase power to meet its contractual obligations; and at other times,
BPA’s revenues from secondary sales are reduced. Purchasing additional
power and having less power to sell combine to increase BPA’s average
costs—defined as BPA’s total costs divided by the total power generation
that BPA sells. According to BPA estimates for fiscal years 1985 through
2003, water releases for fish and wildlife purposes have cost BPA almost
$4 billion in power purchases to meet contractual obligations and in
foregone revenues."” Diverting water for irrigation purposes has a similar
effect on BPA’s revenues and average costs. BPA estimates that foregone

YThese estimates are adjusted for inflation using 2003 as a base year.
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revenues attributed to irrigation withdrawals are currently about $180
million per year."

As population and economic activity in the Pacific Northwest region have
grown, the demand for power from the federal power system has
increased. While in the past BPA typically provided power to public
utilities and had power left over for some large industrial customers,
demand from public utilities has grown so that, according to BPA officials,
this demand is currently about equal to the entire firm output of the
federal power system. Demand from investor-owned utilities has also
grown, and consequently, the number of these utilities’ customers who are
entitled to financial benefits through the residential exchange program has
increased. In addition, the demands on the operation of dams for other
uses—particularly for fish and wildlife programs—have increased. These
increasing and often competing demands for the resources of the federal
power system have led to disputes among the beneficiaries over how these
resources are distributed. For example, the method by which BPA
calculates residential exchange payments has spurred disputes within the
region. Investor-owned utilities and state regulators have argued that BPA
has manipulated the method to reduce payments below appropriate levels.
Conversely, public utilities have argued that payments to investor-owned
utilities have been too high and that BPA has inaccurately applied a
statutory provision designed to protect public utilities from increased
prices. Some public utilities recently filed a lawsuit against BPA, claiming
that a settlement agreement BPA signed with investor-owned utilities
inappropriately increased program costs.

BPA'’s costs—as reflected in its cost-based power rates—more than
doubled in the 30 years between fiscal years 1972 through 2001, when
adjusted for inflation, and increased by a factor of about 7 in nominal
terms (not adjusted for inflation)."” Figure 5 shows BPA’s rates from 1972
through 2001 both in dollars adjusted for inflation and in nominal dollars

“BPA officials told us that they are not required to track the costs of irrigation water
releases as they are with fish and wildlife related releases. Therefore, they do not have
annual figures for the dollar impact on revenues of irrigation releases. According to BPA
officials, flood control, navigation, and recreational uses of the dams do not have a
significant affect on the amount of power BPA has to sell.

"BPA is required by statute to set its rates to recover its costs. Thus, when BPA’s costs
increase over time, its rates must increase by an equal amount.
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(not adjusted for inflation)." During this period, BPA’s backing of the
construction of the nuclear plants and the gas-fired plant, discussed
previously in this report, contributed to the agency’s cost increases as
reflected in its rising rates.

Figure 5: BPA’s Average Power Rates, Fiscal Year 1972-2001
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Source: GAO analysis of BPA data.

Note: Data are for BPA'’s historical average priority firm power rates. Nominal prices refer to BPA’s
rates that have not been adjusted for inflation. Real prices refer to BPA’s rates that have been
adjusted for inflation with fiscal year 2003 as the base year.

Since the late 1970s, while BPA’s rates increased significantly, the cost of
new sources of power generation decreased as the efficiency of new
technologies improved. For example, in its 1995 Business Plan, BPA

"The figure shows that in periods, such as in much of the 1970s, when BPA’s average
nominal rates were nearly constant, inflation caused the “real” or inflation-adjusted rates to
fall, but that on average, increases in BPA’s rates exceeded inflation over the entire three
decades.
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BPA’s Open-ended
Obligation to Provide
Power and Other
Factors Led to Large

Cost Increases for
BPA

reported that a number of factors, including “falling fuel prices and the
emergence of new and aggressive competition” had led to a situation
where for the first time in BPA’s history, BPA’s rates were as high as the
costs of alternative sources of electric power. As a result, as discussed
previously in this report, some of BPA’s customers began to reduce their
demand for BPA power in favor of these cheaper sources of power. BPA
has more recently reported that since the West Coast energy crisis of 2000
and 2001, and with recent increases in natural gas prices, the costs of new
power plants are again higher than BPA’s rates. However, after 1995, BPA
stopped regularly tracking and reporting consistent data on the cost of the
least expensive alternative form of power generation, so we were unable
to compare the agency’s rates relative to the cost of such alternatives after
that year.

BPA’s open-ended obligation to be the net provider of wholesale power to
the region is the major cause of its recent cost increases. This obligation
led the agency to overcommit to provide power to its customers in the
current rate period—from fiscal years 2002 to 2006. BPA’s costs rose
dramatically as the agency purchased large amounts of power, at average
prices much higher than the costs of power from the federal power
system, and took other steps to meet its obligations. BPA’s rate structure,
which did not charge incremental rates equal to BPA’s costs of acquiring
additional power, contributed to the rising costs because it did not give
customers adequate incentives to conserve or seek power from alternative
sources. Drought conditions and other factors have also caused BPA’s
costs associated with its power marketing business to increase in recent
years.

Open-ended Obligation to
Provide Power and BPA’s
Rate Structure Led to
Large Cost Increases for
BPA

BPA experienced a demand increase of more than 50 percent from its
public utility customers in the current rate period, which began in fiscal
year 2002. Figure 6 shows the amount of power that BPA’s three main
customer groups purchased from fiscal years 1993 to 2001 and the amount
of power these same groups signed contracts to purchase during the
current rate period. Demand from the public utilities increased from an
average of approximately 4,300 aMW during the fiscal year 1997 to 2001
rate period to an average of approximately 6,800 aMW during the current
rate period. As described earlier, the Northwest Power Act requires BPA
to serve the net requirements of public utilities if these utilities request
power, regardless of whether BPA’s own generating resources are
sufficient to meet this demand. Therefore, BPA was required to serve this
increased demand.
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Figure 6: Power Purchased and Power Contracts Sighed by BPA’s Major Customer
Groups, Fiscal Year 1993-2006
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